Question 1 from Auqust 3, 2005, letter:

In our discussions, you have noted that
approximately 90,000 federal employees
currently are covered by pay for performance

systems. Please identify those employees and
provide detail on how those systems were
implemented, including how those organizations
identified and ensured the necessary funding,
leadership, and oversight.




PERFORMANCE-BASED ALTERNATIVE PAY SYSTEMS
IN THE FEDERAL GOVERNMENT

Alternative pay systems with performance-based pay have existed for 25 years and today cover
over 90,000 Federal employees. Taken together, these systems represent a steady progression
away from the current Governmentwide classification and pay systems toward alternative
approaches where market rates and performance are central drivers of pay. These alternative pay
systems apply to the same kinds of work and workers that the current Governmentwide General
Schedule and executive pay systems cover. The alternative systems vary in some of their
technical details, but share many common objectives and practices.

Reviewing what happened when agencies implemented performance-based alternative pay
systems surfaces five significant conclusions about their common experience:

e Agencies discarded the General Schedule in favor of more practical classification and
market sensitive pay.

Performance — not time — drives pay.

Success depends on effective implementation.

Employees have come to support alternative pay systems.

Agencies funded their systems out of existing budgets.

These observations are supported by many years of cumulative data found in both internal and
external evaluation reports. That support is not unqualified, and progress in some organizations
has been slower, as would be expected with experiments. Nonetheless, the evidence presents
clearly positive trends.

Although each performance-based alternative system is unique in some respects, they can be
grouped in three categories: Demonstration Projects, Independent Systems and Governmentwide
Executive Pay. Figure 1 shows the breakdown of employees across the three categories.
Figure 1 — Employees in
Performance-Based Alternative Pay Systems

Independent
Systems 32,441

Demonstration
Projects 52,892

Governmentwide
Executive Pay 8,404

Table 1 provides an at-a-glance view of all of the performance-based alternative pay systems
identified by the Office of Personnel Management. The current numbers of covered employees
are based on March 2005 data from the Central Personnel Data File, except for the Government
Accountability Office (GAO) data, which are as of 2003.
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Table 1. Performance-Based Alternative Pay System Profiles

1

Types of Employees
Covered
>
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Start [Employeesy £ 2 | 5 5 £ =

Agency Date | Covered | @Ww | 225 =

Navy “China Lake” 1980 | 10,581 X X X

Commerce — NIST 1988 2,681 X X X

Commerce — various components 1998 4,242 X X X

DoD - Acquisition Workforce (AcqgDemo) 1999 | 10,419 X X X
DoD Laboratory Demonstration Program (Lab Demos) 24,969

— Air Force Research Laboratory (AFRL) — twenty locations 1997 2,379 X X X

— Army Aviation and Missile R/D/E Center (ARMDEC) — AL 1997 2,145 X X X

— Army Research Laboratory (ARL) — MD 1998 1,953 X X X

— Army Medical Research & Materiel Command (MRMC)-MD | 1998 955 X X X

— Naval Sea Systems Command Warfare Centers (NAVSEA) 1998 | 12,065 X X X

— Army Engineering R/D Center (ERDC) — Ml 1998 1,632 X X X

— Naval Research Laboratory (NRL) — seven locations 1999 2,595 X X X

— Communications Electronic Command (CECOM) — NJ 2002 1,245 X X
Independent Systems 32,441

Federal Aviation Administration 1996 | 17,987 X X

Internal Revenue Service 2001 1,981 X

Government Accountability Office 2002°| 3,261 N/A X X
“FIRREA Agencies” 12,473

— Office of Thrift Supervision 1989 892 X X X

— Office of the Comptroller of the Currency 1991 2,695 X X X

— National Credit Union Administration 1992 889 X X X

— Federal Deposit Insurance Corporation 2003*| 4,736 X X X
Governmentwide Executive Pay 8,404

Senior Executive Service 2004 7,046 N/A N/A N/A
Senior Foreign Service 2004 1,038 N/A N/A N/A

Grand Total

93,737

! We categorized a pay system as “performance-based” if the system provides at least two levels of performance-

based pay increases for employees rated Fully Successful or higher under a regular pay adjustment cycle. We did
not include systems that provide the opportunity for higher base pay increases for top performers only on an

irregular or ad hoc basis, such as the opportunity to receive quality step increases under the General Schedule.

We note that other alternative pay systems apply to other groups of Federal employees (e.g., Department of
Veterans Affairs title 38 pay system, Securities and Exchange Commission, DOD Dependent Schools, and

portions of the Federal Aviation Administration, to name a few). These systems are not included in this table
because we did not identify them as meeting our definition of “performance-based.”
2 At their request, this project was expanded to include bargaining unit employees in the Clerical Career Path only.

® GAO has used a broadbanded performance-based pay system since 1980, but the system described here was

substantially revised and implemented in 2002.

* FDIC has had independent authority to set employee compensation for more than 70 years and has used

alternatives to fixed-step, time-driven pay systems for more than a decade; the system described here was

implemented in phases beginning in 2003.
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DEMONSTRATION PROJECTS

OPM and Federal agencies have invested 25 years in implementing pay-for-performance
demonstration projects® by developing, approving, testing, and evaluating various approaches to
alternative classification, pay and performance management systems. Much of the detailed
knowledge about alternative systems — not just “what” was implemented, but “how” the project
was developed, as well as its results — has come in the last 8 years through development and
evaluation of demonstration projects in the Department of Defense (DoD) Laboratory
Demonstration Program (Lab Demos). Demonstration projects have clearly yielded positive
results. This conclusion has been further supported by reviews conducted by the Government
Accountability Office and the National Academy of Public Administration, among others (see
pages 17-19 for References).

RESULTS

OPM maintains an archive of individual and summative evaluation data that spans 25 years of
progress. For purposes of this document, data analysis has focused on strategic compensation
and effective performance management. Results in these areas are evidence that performance-
based pay systems can work in the Federal Government with proper attention to change
management and effective leadership practices.

STRATEGIC COMPENSATION. In departing from the General Schedule, demonstration
projects are driven by mission needs, particularly to attract and retain top performers by offering
competitive salaries and using pay to emphasize that performance matters.

Highest rated performers are paid the most.

e Employees in the demonstration projects reported a much stronger link between pay and
performance than under the GS system.

e Demonstration projects were designed to provide higher pay increases to high performers,
and results show increasing differences in pay between high and average or low performers
over time.

e After 4 years, in the AFRL Lab Demo, performance accounted for 25% of differences in pay,
compared to 0% under the GS system.

e Inthe Navy demonstration projects (loosely labeled “China Lake”), there was a 40%
difference in pay between average and high performers after 10 years.

e Annual pay increases ranged from 0% for low performers to as much as 20% for top performers.

> Enacted as part of the Civil Service Reform Act of 1978 and codified in chapter 47, Research and Demonstration,
of title 5, United States Code, this authority enables OPM to establish up to ten demonstration projects, each of
which may cover up to 5,000 employees for 5 years, with possible extensions to permit further evaluation. The
original intent of this law was that on the basis of evaluation findings, a successful policy enhancement would be
proposed for Governmentwide application. Over time, Congress has enacted some variations of this basic
approach including making some demonstration projects permanent and granting the Secretary of Defense
authority to establish the DoD Laboratory Demonstration Program, which applies the basic chapter 47
requirements.
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Performance — not time — drives pay.

Performance-driven pay progression replaced statutory waiting periods of 1 to 3 years for
step increases and career-ladder promotions.

In the majority of projects, the annual general increase was at risk and not granted to poor
performers. Where unions objected, the General Schedule practice was followed and the
general increase was guaranteed, regardless of performance.

Even where employees did not report high levels of support for the demonstration project,
they still reported increased pay satisfaction and a stronger link between pay and
performance than under the GS system.

Costs are controllable.

Through its research OPM has identified six major cost-control factors:

(1) method of converting pay rates for individual employees to their rates in pay bands

(2) policy on starting salaries

(3) type of pay progression and system of performance management

(4) size and mix of salary and bonus budgets

(5) choice of full-performance level pay rates

(6) overall number and distribution of positions established across bands and work levels
GADO, in its review of demonstration projects, noted a similar set of factors.
By far the most important cost-control factor relates to the fourth listed above. Experience
has proven that using a predetermined percentage of payroll for performance-based pay
increases is a much more effective and accepted cost control method than linking
predetermined pay increases to different performance assessments, subject to a maximum
rate for a given range of pay rates. Under the latter approach, costs are controllable chiefly
by enforcing distributions of performance assessments, which in the Federal Government’s
merit-based culture can be considered harmful to trust and credibility and is generally
avoided.
The fifth cost-control factor listed above derived from an important lesson learned about
setting the range of pay rates covering work classified at the full performance level. In an
early demonstration project, pay rates more appropriate for work classifiable at the senior
expert level were included within the full performance range. As a consequence, full
performance work came to be paid at much higher rates than necessary or appropriate from a
market perspective, and costs rose significantly. Such effects can be prevented by taking
care in setting the range of pay rates for full performance work.
The average percentage of payroll for base pay increases was about 2 to 2.4% and ranged
from a high of 2.9% (NIST, during its early years) to 1.4% (NAVSEA-NUWC Lab Demo).
Bonus budgets were also similar to the GS system — averaging about 1% of payroll and
ranging from a low of 0.6% to a high of 1.96% (NAVSEA-NUWC, supplementing the low
base pay percentage).
For the nine Lab Demos, average pay was about % step higher after 4 years than under the
GS system. The Lab Demos used many different banding schemes, and there was no
indication one scheme was more or less costly than another, because pay progression and
promotion policies still influenced movement within and between bands.
After 14 years, salaries at the Navy China Lake demonstration projects were about one GS
step (3%) higher than for GS employees at the control sites.
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Work levels are broadly defined.

e Demonstration projects consolidated the 15 narrowly-defined grades of the General Schedule
into three to five bands or work levels that more realistically reflect the way work is
organized in modern work settings, typically defining levels of work as entry, development,
full performance, senior expert, and managerial levels.

e Satisfaction with classification procedures increased and was 59% for the Lab Demos,
compared to 41% under the GS system.

¢ Classification authority based on broader definitions of work levels was delegated to managers.

e The time required to classify positions decreased dramatically, and the number and length of
position descriptions decreased.

e Some demonstration projects used competencies to define the factors applied in classifying
positions and assessing performance/contribution.

Demonstration projects allow for sensitivity to locations and occupations.

e Pay banding facilitates more strategic use of compensation to recruit and retain high-
performing employees.

e Pay can be more competitive in two ways: first, by offering starting salaries at higher levels
of a band, and second, by paying high performers commensurate with their performance,
increasing their retention.

e After 8 years, salaries for NIST demonstration project employees were about 10% above the
GS control groups. Since NIST hires top-level scientists, they were able to maintain more
competitive salary levels than agencies under the GS system.

e Largely as an administrative convenience, all demonstration projects adopted the locality pay
percentages already used in the GS system to establish geographic pay supplements.

EFFECTIVE PERFORMANCE MANAGEMENT. Making a pay system more performance
oriented requires credible performance appraisal. Formal distinctions in measured performance
must have recognizably different consequences. Such credibility and transparency is attained
through education, strategic alignment, due process, and — most important — accountability.

Managers are held accountable.

e In the demonstration projects, increased managerial discretion was balanced with a number
of accountability mechanisms.

e In most demonstration projects, there was a reconciliation process, where managers of
different organizational units jointly reviewed their rating distributions and employee
accomplishments and reached agreement on relative performance rankings.

e Rating distributions were always reviewed at higher levels to insure fairness and consistency
across organizations.

e Rating reconsideration procedures were provided in all demonstration projects and grievance
activity was monitored.

e Formal evaluations were another accountability tool. Periodic surveys were administered
including questions about procedural fairness, demonstration project support, and employee
trust in supervisors. While employee perceptions of fairness and trust generally improved
over time, the challenge of expanding a sense of fairness and trust remained.
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Trust is critical in effective performance-based pay systems. Demonstration project results
show that trust levels in general remained high and in some cases increased when pay was linked
to performance, managers were accountable, and due process safeguards were available.

Managers, HR staff and employees are trained.

All demonstration projects provided extensive training and orientation in the new systems to
managers, HR staff and employees to ensure they understood the new systems and were able
to administer them.

Training in compensation and performance management was often repeated in the second year.
Demonstration project results show understanding of the systems increased significantly after
the first year.

Managers set expectations and provide meaningful feedback.

Communicating clear expectations and providing constructive feedback is necessary to help
employees direct their efforts and improve their performance.

Results vary across demonstration projects and indicate that although performance-related
communication improved, it is a function of how well managers communicate in general.
This is one area where continuing improvement is needed.

Communication was found to be a factor critical to the success of the demonstration projects.
Measures of effective communication were positively correlated with demonstration project
support, satisfaction with performance management, perceptions of fairness, and
organizational commitment.

Meaningful performance distinctions are made.

USOPM

When comparing the before (1996) and after (2000) demonstration project implementation
rating distributions, there was generally more spread after implementation of pay-for-
performance. Figure 2 illustrates changes in ratings distributions over time for four Lab
Demo sites:

Figure 2: Ratings Distributions at Four Lab Demos
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Overall results were better when systems met effectiveness standaras.

e Analysis of Lab Demos against widely accepted criteria for effective pay-for-performance
systems® showed labs that met most of the criteria tended to have higher levels of support for
the project.

e Overall results of Lab Demos that met most of the effectiveness criteria also show they
scored higher in surveys that measured procedural fairness, the link between pay and
performance, and pay satisfaction.

Best performers stay.

e Demonstration projects were more effective in rewarding high performers and dealing with
poor performers than the GS system.

e Results show reduced turnover of outstanding performers, as illustrated by the data in
Table 2 for four Lab Demo sites.

Table 2: Turnover Rates Pre/Post Demonstration

Among Employees Rated Outstanding

Lab Demo Year Annual Turnover Rate | Percentage Change
ARL 1996 56%

2000 29% N 48%
MRMC 1996 75%

2000 37% ¥ 51%
ERDC 1996 53%

2000 19% \V 64%
AMRDEC 1996 65%

2000 58% V11%

® The effectiveness criteria used in OPM evaluation studies of performance-based alternative pay systems are shown
below. They are derived from the research and writings of Dr. Edward E. Lawler 111, one of the most highly
regarded academics and thinkers in the United States about human resources management, compensation practices
and organizational effectiveness.

. significant rewards can be given and tied to performance

. information is communicated to employees about how rewards are given

. supervisors are willing to explain and support the reward system

. rewards can vary widely, depending on performance

. meaningful performance appraisal sessions can take place

. performance can be objectively and inclusively measured

. high levels of trust exist or can be developed between supervisors and employees

~NOoO oIk~ WN B
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IMPLEMENTATION

Evaluations of agency demonstration projects have established that Federal agencies successfully
changed their pay and performance management systems to be modern, effective, validated,
credible, and transparent — criteria repeatedly cited by the Government Accountability Office as
essential for achieving results-oriented pay reform. Congress has since enacted such criteria as
required design elements for any pay-for-performance demonstration project and other
performance-based pay systems. In this regard, funding, leadership, and oversight are critical in
implementing such systems and meeting these criteria successfully.

FUNDING. As with any compensation system, agencies were naturally constrained to ensure
the pay features of their demonstration projects were affordable. The cost and funding
implications of any pay system changes had to be considered carefully.

Agencies funded their demonstration projects out of their existing budgets. Agencies using the
demonstration project authority funded design, communication, automation enhancements,
training, and conversion into the new system, as well as ongoing salary management, and formal
evaluation. Both the design of the pay system and the manner of implementation can have an
impact on aggregate payroll costs. In its studies of demonstration projects, OPM identified six
key cost factors:

e Whether buy-ins granted to employees at conversion were lump sum or base pay

How starting salaries are set

How movement through a band is determined

Size and mix of salary increase and bonus budgets

The minimum and maximum pay rates that define the pay band for full-performance level work
e Overall position management and effects of turnover

Project costs include start-up costs and ongoing salary costs.

Start-Up Costs—

e Startup costs included training, information technology (IT) investments in automated
classification and compensation systems, conversion of payroll and personnel systems, and
converting employees to the demonstration projects. Costs varied across demonstration
projects because of different approaches to implementation. A governmentwide project
would be more cost effective since design and certain elements of implementation are
standardized. There would still be factors to consider such as agency training costs.
However, in many respects these are important investments that the Government is making
already in its strategic management of human capital.

e GAO reports that total costs relating to designing, installing, and maintaining automation and
data systems ranged from $125,000 at NAVSEA’s Dahlgren division to an estimated $4.9
million at AcqDemo. While the laboratories used their own staff for project development,
many contracted for support in developing software for the new classification and pay-for-
performance systems.

On-Going Salary Costs—

e In general, salary cost management for organizations covered by demonstration projects is no
different than for agencies covered by the General Schedule (GS) pay system.
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Organizations covered by demonstration projects typically spend approximately the same
amount of funds on structural pay increases as do agencies covered by the GS system. That
is, demonstration project employees typically receive structural pay increases that are about
the same as the base pay and locality pay increases received by GS employees.

Similarly, organizations covered by demonstration projects typically spend approximately the
same amount on performance-based pay increases as do agencies covered by the GS system.
That is, performance-based pay increases for demonstration project employees are
approximately equal to the within-grade increases, quality step increases, and “career-ladder”
promotions received by GS employees.

Structural pay increases (whether for organizations covered by demonstration projects or for
agencies covered by the GS pay system) result in new salary costs, both in the year granted
and in all future years, since structural increases in base pay become the base upon which
subsequent structural pay increases are paid.

When combined with normal turnover in the workforce, performance-based pay increases
under demonstration projects typically do not result in an aggregate increase in overall salary
costs. This is also true for GS employees, since newly hired GS employees generally are
placed at lower grades and steps than departing employees. Thus, the cost of within-grade
increases, quality step increases, and “career-ladder” promotions for current GS employees is
offset by the lower salary costs attributable to newly-hired GS employees.

Pay pools established under demonstration projects effectively control the cost of
performance-based pay increases under such systems by limiting the amount distributed
through that mechanism to a fixed amount ranging from 2.0 to 2.4%, depending on the
occupational and demographic distribution of the covered workforce. Agencies covered by
the GS pay system historically have spent about 2.0% of payroll on within-grade type
increases.

In the early history of demonstration projects, some — like NIST — did not use a fixed pay
pool. Decisions regarding funding level, choice of full performance pay band (e.qg.,
GS-13/14 for administrative staff), pay progression formulas, and distribution of performance
ratings also affected the degree of salary growth experienced by such projects. This
represents a significant “lesson learned” from the Government’s experience with
demonstration projects.

Finally, some demonstration project agencies operate on a reimbursable business basis.
Thus, the need to keep prices competitive acts as a funding constraint for these agencies.

LEADERSHIP. Sustained, committed leadership — at all levels of the organization — is needed
to develop and ensure support for a demonstration project. Leaders must engage stakeholders,
dedicate resources, motivate staff, provide direction, promote and reinforce change, and create a
strong performance culture.

Support for the demonstration projects increased over time. Initially many employees were
skeptical, which was to be expected with such major cultural changes that eliminated for
these selected employee groups entitlements the vast majority of Federal employees still
received. As experience and understanding developed, the overall level of support as
measured by employee surveys generally reached a very satisfactory level of around 66%.
Internal champions are critical in developing, communicating, and advancing these projects.
They are persistent, persuasive, trusted, and visible. Every successful project can identify
such individuals.
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e Support for the demonstration projects can be tied to effective leadership practices and
conversely, low support is not a result of poor design, but rather ineffective leadership
practices. Support was high (80% vs. 26% at the lowest lab) in Lab Demos where more
employees:

— understood how pay decisions were made (70% vs. 58%)
— viewed pay administration as fair (73% vs. 43%)
— saw a link between pay and performance (71% vs. 58%)
— reported good communication by supervisors (55% vs. 40%)
— reported trust in their supervisor (76% vs. 55%)

e Concerns that increased management discretion over pay decisions would negatively impact
job satisfaction and morale proved unfounded. Given concerted communication and training
efforts and strong leadership from the top, demonstration projects achieved improvements in
both areas

e Management communication was closely related to employee satisfaction with performance
management and supervision. It was also related to trust, which is essential for acceptance of
pay-for-performance systems. None of the Lab Demos scored high initially on assessments
of communication effectiveness, but all improved over time.

e Inits report on broadbanding in nine Federal agencies, the National Academy of Public
Administration (NAPA) concluded that agencies emphasized communication, but wished
they had done more — even though in some respects they had saturated their audiences with
information.

e All projects undertook extensive communication efforts by using a variety of modes
including: mass emails, newsletter, websites, meetings, public hearings, etc.

e Transitions in leadership can inhibit effectively carrying out changes in human resources
management.

e Strong leadership assures consistent practices and results especially with decentralized
approaches to implementing human resources management change. According to NAPA,
such leadership is necessary to maintain a consistent level of training and management
support for change.

e Leadership in gaining union support is a joint responsibility of labor and management.
Managers play a critical role in the success of the demonstration projects and those managers
who communicate honestly and effectively are most likely to gain trust and support for the
project. Unions, on the other hand, need to be open and willing to experiment with new pay-
for-performance systems and give the demonstration projects time to prove themselves. The
demonstration projects showed the most effective approach has been to involve unions early
to gain their support. In the absence of union support, some of the Lab Demos implemented
their projects for non-bargaining unit employees only. To date:

— The Aviation and Missile Research, Development and Engineering Center (AMRDEC),
which had high demonstration project support (70%) and trust levels (76%), provides a
good example of a project that worked successfully with its union. As a result, after
reviewing external evaluation results, the Executive Board of AFGE Local 1858
approved a 5-year extension of the demonstration project.

" Percentages show “best to worst” comparison in lab demos survey results
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— Insome Lab Demos, unions agreed to test the interventions for a certain number of years
but required management to renegotiate continuation with the unions.

— At the Department of Commerce, employees of the two bargaining units within the
Offices of the Chief Financial Officer and Assistant Secretary for Administration
requested participation in the Commerce Project.

OVERSIGHT. Oversight consists of ongoing internal and external review during the
development and implementation of these projects, as well as formal program evaluation at key
points.

Development and approval pertain to the formal recommendation of a project, consistent
with legal requirements, under chapter 47 of title 5, United States Code, for establishing a
demonstration project. Such requirements involve development of a plan specifying purpose,
coverage, methodology, duration, training, anticipated costs, and periodic evaluation;
publication in the Federal Register; public hearings; and advance notification to employees
and the Congress. The process of development in general took 2 years and an additional 5 or
more years to fully implement. Such extensive up-front time investments that demonstration
projects require reflect the fact that they must generate the support necessary to single out an
organization for atypical treatment and to design the specific, unique features of that
treatment.

For the Lab Demos, internal evaluation activities were generally performed by project staff
and if contracted out were about $150,000 per year. Five-year external evaluation costs were
shared by the laboratories and ranged from an annual cost of $14,000 (small lab) to $42,000
(large lab) in the first year, and $16,000 to $85,000, respectively, in the final year.

The role of OPM varied from chapter 47 programs in which OPM approval was necessary
for implementation to certain programs (i.e., Lab Demos) that by law later excluded OPM
from the approval process.

The Lab Demos used three DoD committees outside the local laboratories to oversee the
demonstration project development process. Meetings were attended by individual project
managers, OPM demonstration project staff, and members of the external evaluation team
and DoD staff.

Employee surveys played a key role in understanding the impact of demonstration projects.
All projects used some kind of survey.
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INDEPENDENT SYSTEMS

The second group of alternative pay systems are agency-specific and were established under
independent authority Congress granted the agency in its authorizing legislation or as a specific
authority to implement separate compensation systems. The specific agencies and employee
populations covered by the systems reviewed here are listed in Table 1 on page 2.

Several agencies in this group obtained their special pay and classification authorities as
Congress acted in response to a crisis, such as the situation in the banking industry that led to
passage of the Financial Institutions Reform, Recovery, and Enforcement Act of 1989
(FIRREA). In such circumstances, agencies have successfully argued that any improvement
Congress expects in recruiting and retaining top-flight talent would be seriously impeded by
continued coverage under the General Schedule’s outmoded classification scheme and below-
market salary ranges for their mission-critical occupations.

In contrast to demonstration projects, these independent systems may proceed without partnering
with OPM to facilitate design and implementation, nor in most instances are any particular
evaluations required. As one consequence, far less systematic data is available about the
implementation and results for these systems. Nonetheless, they constitute an important category
and their experience is also instructive.

RESULTS

STRATEGIC COMPENSATION. In many instances, these agencies won their independent
compensation authorities as essential means to achieve improvements in meeting specific
mission objectives and strategic outcomes. They recognized the role more up-to-date
compensation programs could play to support those efforts.

Market sensitivity drives pay.

e To agreat extent, agencies used their independent pay-setting authority to move beyond the
limitations of the General Schedule salary rates and offer more competitive salaries to attract
and retain mission-critical talent.

e Although the FIRREA agencies in particular used their pay authority to set competitive
salary levels, several of them retained the strong internal equity value from the General
Schedule and adjusted the salary ranges for all occupations, irrespective of their strategic
value. In other words, they did not use their available flexibility to set and adjust pay levels
only for mission-critical occupations and leave salaries for other more general occupations at
normal Governmentwide levels.

Performance — not time — drives pay increases.

e Most independent systems grant within-range increases annually, rather than using multi-
year waiting periods.

e Even for systems covering bargaining unit employees, any general structural increase to the
underlying pay structure is granted only to employees who meet basic performance
requirements.

USOPM 12 10/3/2005



Highest rated performers are paid the most.

e In most systems, the size of the overall pay increase is related to an assessment of the
employee’s performance. In some cases, however, the formal ratings of record are
summarized at only two levels with other assessment information applied to make further
distinctions among the employees who meet basic performance requirements.

e Some FIRREA agencies kept the basic grades of the General Schedule classification system,
but expanded their pay rate ranges beyond the narrow 30% General Schedule range to allow
stronger pay differentiation for better performers.

e Some FIRREA agencies have used “control points” within their broad pay ranges to ensure
that rates of basic pay in the highest portions of a range are restricted to employees with the
most highly rated performance.

EFFECTIVE PERFORMANCE MANAGEMENT. Many of the agencies with independent pay
systems are not subject to the performance appraisal requirements of most Federal agencies.
Nonetheless, they have implemented employee performance assessments to link to pay
decisions, and many of their results are similar to the demonstration projects.

Managers are trained and accountable.

e Introducing a substantially new performance management system is often a key element of
implementing a more performance sensitive pay system. Both the IRS and GAO
concentrated on ensuring managers were thoroughly trained and that effective use of the new
techniques became an important aspect of their own performance assessments.

Competencies are assessed.

e GAO uses core competencies as a central common element in its performance management
system to ensure integration and strategic alignment throughout the agency. Each employee
is clear about how those competencies apply in his or her own performance and expectations.
Introducing these core competencies was a central feature of the major overhaul of the
broadbanded pay system GAO had already had in place for many years and for which lenient
performance ratings had been problematic for many years.

Meaningful performance distinctions are made.

e Through a combination of integrated drivers — including cost control, the objective of
creating pay differentiation, and holding managers accountable — several independent
systems have successfully maintained rigor in the distributions across their performance
assessments, as illustrated in Figure 3 for four independent systems. To some degree, this
may reflect the fact that such rigor is commonplace in the private sector organizations that
comprise the principal competitive labor market, particularly for the financial regulatory
agencies.
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Figure 3: Ratings Distributions for Four Independent Systems
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IMPLEMENTATION

FUNDING. The agencies with independent classification and pay authority faced many of the
same funding challenges as demonstration project agencies. However, in several cases, access to
resources was somewhat more flexible.

e Several agencies were not seriously constrained by the limitations annual appropriations
impose because they could control their revenue through such means as setting user fees.

e IRS delayed an expansion of its broadbanding system for managers until funding to finance
“buy ins” could be identified.

e FIRREA included a statutory requirement that each FIRREA agency “shall seek to maintain
comparability with other Federal bank regulatory agencies.” This requirement can
sometimes put pressure on an individual agency to develop a larger salary increase budget
than might have been anticipated. The FIRREA agencies use an informal “comparability
committee” to share information about planned pay increases.

e GAO reported spending $1.5 million on the design and implementation of its competency-
based performance management system and its performance-based compensation system,
including training for management and staff.

LEADERSHIP. Although their independent authority meant these agencies did not have to

coordinate and produce the extensive plans demonstration projects require, most still relied on

strong leadership to direct the effort and sustain support.

e GAO’s overhaul of its 20-year-old broadbanding system was a primary management goal of
Comptroller General David Walker. His singular commitment to developing a robust
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performance management system and transforming the agency’s culture to focus on core

competencies and market-based pay was essential to the success achieved to date.

e Leaders made a strong commitment to employee communication. In its report on
broadbanding in five states and nine Federal agencies, NAPA concluded that all
organizations emphasized the importance of fostering communication, but wished they had
done more, despite saturating their audiences with information.

o FAA used mass emails, monthly newsletters, briefings, mandatory training, brochures,
website and follow-up training. FAA established a communications group with a broad
representation of agency managers and employee representatives to consider a corporate
approach to communications on all subjects.

o IRS used focus groups, briefings, satellite broadcasts, a web-based calculator and
executive communications packages.

0 GAO used constant communication and collaboration with employees at all affected
levels, distributed hard-copy material, and placed it on the GAO intranet, solicited
employee views and suggestions, held listening sessions and teleconferences, and
provided manager-conducted training when the system was implemented.

e Inseveral FIRREA agencies that are led by corporate boards, those boards have an ongoing
leadership role, particularly with respect to setting compensation philosophy and objectives,
as well as setting merit budgets and determining affordability. Those boards in some
instances directed an overhaul of some aspect of the pay for performance system, e.g., to
make it simpler, more performance sensitive, or add cost controls.

OVERSIGHT. Because these agencies were exempt from title 5, oversight varied and was not
systematic. In nearly all cases, they were not required to conduct evaluations of their new
systems, although several did perform general program evaluations, particularly when new
leadership raised questions about their systems.

e Despite their independence from title 5, most of these agencies are subject to Executive
Order 13197 on Governmentwide Accountability for Merit System Principles. Compliance
with this Order entails establishing accountability systems that meet standards established by
OPM.

e The failure to establish standards, indices and time frames by which a change effort is
assessed early in the process not only makes success difficult to determine but makes
implementation problematic. Although the FAA clearly identified five major objectives for
changes in human resources management systems, it did not initially develop an evaluation
plan with standards or gather baseline data by which the success of the interventions could be
assessed. FAA subsequently did establish comprehensive evaluation plans for its system,
conducted multiple evaluations and reviews, compiled baseline data, and established specific
measures of success.

e GAO paid special attention to providing due process and safeguards to promote employee
acceptance and trust. They established a special reconsideration process to offer employees
the opportunity to get their performance assessments examined by independent reviewers.

e External evaluations played a role in most projects, although NAPA found that GAO did not
use external evaluation.

e For FIRREA agencies, the “comparability committee” provides some cross-agency
accountability.
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GOVERNMENTWIDE EXECUTIVE PAY

Because executive pay is based on pay-for-performance systems the employee numbers are
included in Table 1. The material supplied to answer Question 2 has more information about
SES pay system implementation and the results of executive appraisal system certification.
Since January 13, 2004, all SES members have been covered by the Federal Government’s
enhanced performance-based pay system for executives and now any increase in a senior
executive’s rate of base pay must be linked to performance. In addition, the enhancement
established an expanded open-range for setting and adjusting base pay. A similar, but separate
authority granted by Congress in 2005 covers the Senior Foreign Service.

OVERALL SUMMARY

The Federal Government — through a set of landmark demonstration projects, independent
agency systems, and the Governmentwide executive pay system — has made considerable
progress in recognizing what works and what does not work when it comes to implementing
performance-based pay systems. OPM focused attention on many of these lessons learned as the
Department of Homeland Security and the Department of Defense planned and began to
implement their systems. The challenges must be addressed, but the rewards are significant.
When performance-based alternative pay systems are closely scrutinized, the results are clear:
better performers get higher pay, agencies can control costs and compete for and retain top-flight
talent, and training and accountability result in effective performance management systems that
make meaningful distinctions and support agency mission.
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